This paper aims to assess the impact of fiscal policy on the economic stability within Pakistan. The findings indicate that the fiscal policy process constitutes the subsequent impact on the GDP, FDI, discount rate and CPI. That is to say, the corresponding expansionary and contractionary fiscal process has a direct and significant impact on the overall productivity, the foreign investment, the interest rates and the inflation process of the state. However, in comparison to these three variables, the exchange rate has an indirect impact and is lesser significant as compared to the other variables. The findings help stakeholders to understand how the overall fiscal policy affects the economic and business cycle of the country and how each individual is affected by the decisions made by the government executives in constituting the fiscal policy.
INTRODUCTION
Fiscal Policy plays a very important and critical role in a nation's economy. It summarizes the sources of income of the state and their subsequent expenditures and based on that, the budget analysis is comprehended. Therefore, it is very important to know the microeconomic as well as the macroeconomic effects of the fiscal policy. However, our research would particularly comprise of the macroeconomic effects. The major macroeconomic variables that have a significant impact on fiscal policy include the total composition of output or GDP, the tax policy, the state expenditures, inflation rate, capital inflow or FDI, interest rates, inflation rates, and the exchange rates. Since these variables also reflect the development of our nation's economy, therefore it would also provide us a valuable insight as to how the economy is shaped and analyzed.
The fiscal policy is one of the important tools used by Government to give country a right direction. Government has two ways to change its direction by making adjustments in taxes or expenditures. Fiscal policy is the issue being discussed by the policy maker and researchers because it gives a right direction towards countries development. Serfraz & Anwar (2009) stated Fiscal budget is overall changes in the government budget which impacts on macroeconomic variables such as GDP, unemployment, and inflation.
The main purpose of the fiscal policy is to generate the revenue stream in the form of taxes and those taxes are utilized to carry out the government expenditures. Government collect taxes in various forms such as sales tax, income tax, corporate tax, they could attract foreign direct investment and improve the capital structure of the country. The State Bank uses the contractionary policy in good economic times, i.e. when the economy is in boom. The main aim is to control the rising inflationary trends.
The objective of the study is to analyze the impact of macroeconomic effects on fiscal policy using the Vector Autoregression (VAR) Model. How each of the factors affects the composition of budget and the corresponding positive and negative relations will be studied. The variables that have been taken into account include the composition of output or GDP, the impact on exchange rates and the relation between the monetary policy and the fiscal policy which includes the impact of fiscal policy on the long-term interest rates of the country. The timeline of the study will be from 1995 to 2014 (20 years). The components of the VAR model included the exchange rate volatilities and level of GDP and the corresponding level of interest rates.
The study has an utmost importance since it determines the importance of each variable and how it brings about a significant change in the fiscal policy process. To analyze the impact each macroeconomic factor will create in the fiscal policy will help us determine the forces that play a critical role in devising the tax policy and the government expenditure and budgeting purposes. The main stakeholders of the study are: 1) The policymakers who would be able to determine how the tax policy will affect the overall economic activity of the country; 2) The economists who will help in devising a favorable fiscal policy that should strengthen the overall economy of the country; 3) The financial analysts who determine the level of interest rates based on the corresponding tax policies and economic conditions; 4) The general public who are the major taxpayers and what affect the fiscal policy brings into their financial positions.
LITERATURE REVIEW OF THE STUDY
In Pakistan, government stakeholders and economists are more focused and concerned about the monetary policy. However, it is also essential to look into the impact of fiscal policy in our economy. Economists, policymakers and financial analysts have different views about the impact of monetary and fiscal policy in our economy. In our research, we are focusing in detail on the impact of fiscal policy based on previous researches.
Fiscal policy determines the overall budget of the country in every corresponding year. And that budget contains the results of various variables like GDP or output and foreign inflows etc Favero & Giavazzi (2007) . Therefore, in order to analyze the impact of each macroeconomic variable, it is very important to have an insight related to the previous studies and researches that have been conducted on this particular course of study. Our literature would consist of studies from various regions and by various economists and analysts. This would help us in consolidating our research and for comparison purposes also. It is essential that the studies should be concerned with diversifying regions and capacities so that we may be able to summarize the overall or average impact of each macroeconomic variable on the fiscal policy of Pakistan.
Fiscal policy has a direct impact on the overall output of the country. Like if the government plans to increase the taxes, so this will lower the saving patterns of people and the consumption would also decrease. This will lower demand for goods and the overall productivity decreases. However, on the other side, the government can play a major role in increasing output by reducing taxes. The lower taxes would encourage saving patterns and will increase the consumption over a period of time. This will encourage more productivity and output and thus the GDP increases. Lower taxes also attract the foreign investors as they have a traditional view of investing in a state where growth and return opportunities are higher and taxes are lower.
Fiscal Policy and GDP
Fiscal policy determines the level of productivity and output. In the case where the state reduces taxes, the economy prospers as the output increases, the inflation decreases, employment increases and subsequently the overall business cycle is in a positive state. The taxes will bring in more capital inflow and it can also enhance the export bill and the trade deficit can also be reduced. This state not only provides a support to the trade but also the credit rating of the economy can be improved. The higher employment will discourage the people from finding employment opportunities abroad and the brain drain will be discouraged. Most of the times the state has been in a budget deficit position where the taxes are lower than the expenses. The main hurdle to this is the fact that the government seems reluctant to cut down on the state expenses. The traditional approach has always been to increase taxes to control the deficit.
According to Sandro et al., (2008) , economic activity is positively affected by shocks to government purchases of goods and services, these shocks tends to increase private real GDP, however, the response after few years drop to zero. They further revealed that employment, private consumption, and investment also have positive effect.
The fiscal policy of the economy will determine the impact of the future economic indicators. We have been witnessing a trend of rising state expenses and it is rising at an increasing rate. The tax policy is unclear. It has been evident that a rising population of the nation does not pay taxes and that is also one cause of the budget deficit. However, the state executives usually abuse the power and seem reluctant in paying taxes Kneller et al., (1999) .
Fiscal Policy and Interest Rates
The trend shows that the fiscal deficit has always resulted in an increase in the interest rate structure of the economy. The reason being that the higher state expenditures encourages more borrowing from the Central Bank. This will, in turn, affect the business cycle of the economy. The financial institutions will then be discouraged to borrow and thus the lending of banks will also get affected. Besides, the foreign investors will be reluctant to invest considering the too much cost in the form of corporate tax. Agha & Khan (2006) argued in their study that long-run inflation is related to financing fiscal deficit as well as fiscal imbalances, by assuming impact of exchange rate and real GDP as exogenous.
The borrowing has a negative implication as it will also demotivate the investors that the country is indebted with too much money and the state is not in a stable economic position. The rising expenses and the rising deficit might force the economy to move towards foreign funding as the deficit also impacts the exchange rate and the local currency gets depreciated. The funding from the external agencies will have an adverse effect on the credit rating of the economy. The low rating puts the economy in an undesirable situation as no venture will come and invest in such economy. Therefore the fiscal policy process has a very significant impact on the discount rates of the country as it will determine the future economic position of the country. In this scenario, the monetary policy and the fiscal policy makers have a joint discussion as to how the economy can be stabilized and how the economic and financial position of the country can be improved.
Fiscal Policy and Inflation
According to classical theory (Quantity Theory of Money), Money growth drive inflation, as higher growth rate of money determines the level of price. Fiscal policy has a direct impact on the inflationary trends in the country. The rise in the prices of goods and services occur when there is lesser output produced and more demand of goods is there. However, the lesser output is a result of lesser industries operating in the economy or the lesser factors of production Shahid Ali & Naveed Ahmed (2010) . The lesser industries are a result of dissatisfaction of the industries and investors that withdraw their capital from the country. António & Peter (2007) , discussed that "fiscal slippages are mainly due to reversals in tax policies", which in contrast tends to worsen economic conditions with rise in deficit. However, in good time bad policies result as contributing factor in aggregate macroeconomic instability. The investors are generally concerned with high return and low cost. But due to the corporate tax rates, the profit structure of the industries get affected which results in closure or bankruptcy. The inflation decreases the saving patterns of the people and results in lesser investments. However, due to higher inflation, poverty rises and the lifestyle of the people gets affected as the inelastic goods become costly and people could not meet with the rising prices of goods. In this situation, the brain drain can also occur where the educated class feels the need to getting employed abroad for better income and to meet up the expenses.
Fiscal Policy and Exchange Rates
The fiscal policy can affect the exchange rates in a way that if the state has implemented an expansionary fiscal policy, then the rising government spending will result in the higher interest rates. The higher interest rates are being seen by the foreign investors as an opportunity to invest in a higher return. They invest in the form of dollars, the supply of the dollar currency increases. Thus the local currency appreciates and the imported goods become cheaper. The higher supply of dollar will not only decrease the import bill but will also generate much revenue through the exports which will become expensive for the buyers. Therefore, the fiscal policy has a much greater say when it comes to improving the status of the local currency and strengthening the trade balance of the country. The exchange rates are also seen by some investors as a strong indicator of the economic performance of the country. Agha & Khan (2006) argued in their study that long-run inflation is related to financing fiscal deficit as well as fiscal imbalances, by assuming impact of exchange rate and real GDP as exogenous.
The appreciation of the local currency indicates that the trade balances of the country are in a stable position due to the cheaper imports and the inflationary trends in the country is also controlled.
Fiscal Policy and FDI
Foreign direct investment is a critical variable which determines the overall economic stability and strength of the country. The FDI can be raised in the expansionary fiscal policy in which the interest rates are high. FDI inflows help to reduce transaction cost and risk for foreign investors and help to improve more credible property rights protection Li & Resnick (2003) .
Also, there is one thing that should be taken into account is the fact that the rising tax policy has a negative impact on the FDI. If the corporate tax rate would be high, then it will affect the financial position of the firms as the profits will be squeezed. However, in this situation, most firms opt for capital expansion in the form of debt so that the interest acts as a shield from rising tax rate. Makki & Somwaru (2004) , their findings suggested that FDI and economic growth trade has strong positive integration for developing economies. They further discussed that domestic investments are stimulated by FDI and its contribution towards growth of economy is enhanced by its positive integration with stability of institutions and macroeconomic policies. Therefore, it can be said that the expansionary fiscal policy can encourage the foreign investment and the government shall take measures to improve the tax policy to be in a strong economic state
Theoretical Review
There have been studies and researches conducted on this study and there are various schools of thoughts that have a different views on the impact of each variable on the fiscal policy. Below are the summarized views of the studies:
Antonio Afonso and Ricardo M.Sousa (2009) concluded the results by using the Vector Autoregression Model (VAR). He stated that the expansionary fiscal policy has a minor impact on the private sector. The rise in the state expenses has an indirect impact on the overall output and GDP. He further stated that the high government spending gives rise to the decline of the stock exchange and the stock prices fall.
Fata's and Mihov (2001) studied the fiscal policy process in detail and concluded that the fiscal policy and monetary policy have a strong relation and that both must be devised keeping in mind the state-owned as well as the private sector. However, he was of the view that the private sector is usually ignored when devising the fiscal policy. The government will usually focus more on the tax policy structure and less on the state expenditures Blanchard and Perotti (2002) studied the impact of elastic goods in times of contractionary fiscal policy. The contractionary fiscal policy arises when the taxes are increased and the expenses are controlled. This is mainly done to have a strong budgetary position and the prices of elastic goods rise due to the lesser inflationary scenarios in the concerned fiscal policy. Normally economists and financial analysts are more concerned and focused on the impact of monetary policy than fiscal policy. In impact of monetary policy, it is related to interest that's why it is directly hurting the money supply and cost of interest. Whereas in fiscal policy it is not the case.
Other studies have been conducted which stated that the high-worth investors are of the view that the privately-owned corporations and institutions are earning them a higher rate of return than the state-owned enterprises. The major reason for this could be the highly sophisticated check-and-balance system in the private sector as opposed to the state-owned companies. The state needs to have sufficient funds to run and operate the enterprises and that is possible only when the state needs to plan and control its flow of funds. It is highly critical in the fiscal policy systems that the government needs to control its expenditures up to the extent that they should achieve a positive balance of payments situation. This is possible when the states plans the tax and expenditure policy and implement it accordingly.
Considering the capital-intensive technologies, the positive balance-of-payments situation will help them create factories and highly profitable institutions from which a considerable source of income is generated. Therefore, studying the impact of each macroeconomic variable will help us understand how each of the fiscal policy variables affects it in a positive or negative way. Lowering the expenditures and stabilizing the tax policy is also not good as it will cease the development process of the country.
METHODS
The research would be based on a detailed analysis on the fiscal policy of Pakistan. The data can be collected through multiple sources which include the publications, the past researches and online website etc. The scope of this study will be meaningful to all the government officials, policy makers, economists, financial analysts and decision makers in strategic business issues. The data will be gathered for 20 years, i.e. 1996-2014 and thus this data can be used to analyze the effect the tax policy brings in to the economy. Besides the tax policy, the impact of the high rise in the government expenses over the past few years will also be studied. For this purpose, the concerned persons will be approached and communicated face to face and via email.
The figure above shows the theoretical framework of our research study. As we have discussed before, we will be using the multiple macroeconomic variables in order to evaluate and analyze the results of each variable on the fiscal policy. Tax policy and government expenditures have been defined as the dependent variables as they constitute the fiscal policy whereas the GDP, FDI, CPI, Discount rate and the Exchange rate act as the independent variables.
We will be using the Multiple Regression Models for the research study. The probability of each variable can be interpreted by the unit root test. If the data does not come out as stationary, then it will tested at 1 st difference interval to make it consistent. Then Vector Autoregression (VAR) Model will be used to analyze the impact of each variable against the corresponding variables and thus the results will be comprehended. We aim to conclude the output by analyzing the impact of the fiscal policy process on each of the corresponding dependent and independent variables.
Throughout the literature review, we have observed that the independent variables like GDP, interest rates have a significant impact on the fiscal policy but to further strengthen our study we have used the Multiple Linear Regression to capture the output. We have used the f-test and its p-value. The f-test is an important tool for testing the joint significance of all the independent variables. If all the independent variables are not jointly significant, then we cannot reject the null hypothesis and homoskedasticity will be assumed. To reject a null hypothesis, we require a p-value less than 0.05. Since the p-values of all our independent variables is less than 0.05, therefore it can be concluded that homoskedasticity is present. Which means each independent variable has an equal significance and impact to the dependent variable. We have performed the unit-root test to conclude the output. It takes into account the f-statistic and its p-value which shows either the null hypothesis is rejected or not. Since the p-value of all the variables that we have taken into account is less than 0.05, therefore it can be concluded that the 20 years of data is stationary and lesser variation can be seen over the period of time. However, initially the data was nonstationary while using the unit root test but after capturing the data at 1 st difference interval, it can be seen that the data is stationary and there is no major fluctuation in the data over the entire period. It is highly critical to validate the data with tests so that accurate results can be captured.
In this case, the null hypothesis is the unit root which we have tested through Augmented Dickey-Fuller (ADF) test. The results have become static which means that the VAR model can be applied to capture the accurate results.
RESULTS AND DISCUSSION
We have used the VAR Model to validate and analyze the impact and interrelation of each of our dependent and independent variables. As shown in Table 8 , we have analyzed each independent variable with the other independent variable and likewise with the dependent variable too. So it will give us the impact of each variable and we will get to know their dependency over each other. We have captured the data on the 1 % difference interval as well as at 2% difference interval as shown in the tables above.
As shown in Table 1 (Appendix), the results were initially extracted through the unit root test and it indicated that the CPI has a probability of 0.0012 which accepts the null hypothesis that the data has not been consistence over the years. However, after conducting tests at 2% difference interval (See Table 9 in Appendix), it showed a consistent result and it can be deduced that the inflation has a direct and significant impact on the other variables and it has an adverse impact on the foreign direct investment which show a heavy reliance at 1% difference interval. The probability of CPI stands at 0.7035 (See Table 9 in Appendix). It can be concluded that the inflation has major impact on the fiscal policy as it has around 70% impact on the government expenditures and 94% impact on the Government revenues. Besides, it has a major impact on the discount rate since the monetary and fiscal policies go together. Therefore, the determinants of both these policies determine the corresponding inflation and interest rates. Catao and Terrones (2003) revealed a positive relationship among inflation and fiscal deficit between developing countries and high inflation country groups, but as far as advanced economies with low inflation are concerned results are not same.
It can be further deduced from the VAR model (See Table 8 in Appendix) that the discount rate has a greater impact on the Exchange Rate (Around 94% at 1% difference interval). The reason being that when the taxes are raised, the discount rate also tends to increase as the government borrowing also increases to control the budget deficit. Therefore, in case of high government borrowing, the foreign investors become hesitant to invest, which means lesser dollar is flowing into the economy. The demand for dollar is already high due to imports. Therefore, the more demand and lesser supply of dollar will result in the appreciation of the foreign currency and subsequently, the local currency depreciates.
Furthermore, when the taxes are raised, keeping in mind the corporate tax rate, the investors are reluctant to invest due to higher tax cost. In the expansionary fiscal policy where the taxes are reduced and the government spending is raised, we see a trend of higher interest rates or discount rates to discourage borrowing at any level. In this situation, the Central bank raises interest rates of the economy which can attract the foreign investors to invest at high rate. However, we have witnessed over the past few years that the rising tax policy has decreased the overall output and productivity of the economy (See Table 8 in Appendix). This happens due to the fact that the industries need to cope with the higher tax rates and closure of industries take place. The lesser output will be produced which then constitute a rising inflation in the future. Mountford (2005), found nearly similar results stating that tax cut helps to improve GDP.
However, the impact of foreign direct investment can also be deduced from the Model. When investors bring in money into the economy, then that means more dollar currency is flowing into the economy which appreciates the local currency of the nation. The exchange rate difference becomes lower between rupee and dollar (See Table 8 in Appendix) However in times of expansionary fiscal policy, the spending is high and government borrowing is high. This means more borrowing take place. When the economy has more borrowing, then there comes a point where we feel the need to borrow from external sources. This means more dollars move out of the economy and the depreciation of local currency takes place. The high reliance on external agencies will have an adverse effect on the FDI.
CONCLUSION AND RECOMMENDATIONS
The results portray that the macroeconomic variables have a major inter-relation among each other. No macroeconomic variable can be ignored. The fiscal policy shall be devised keeping in mind all the variables. However, the past trend shows that the country has been in the deficits for most period of time. This is due to the heavy reliance on debt and lesser output and productivity due to lack of resources like electricity and gas supply. The fiscal policy has a key role in improving the economic position of the country. The fiscal policies can either improve or damage the economy of the country. Therefore, keeping in mind the current scenario of the country, it is the need of the hour that the country shall move into strict measures in improving the tax policy of the country and to reduce the country's expenses up to the level where they can achieve the budget surplus. The fiscal policy plays a critical role in the economic stability of the country. Therefore, it shall be improved and the budgetary constraints shall be reduced. In this way, the economy can grow and the country can prosper.
The government should take measures to strengthen the tax policy and the tax laws. The tax system is corrupted which needs to be taken care of. The tax collection process shall be transparent. However, in the current scenario of high budget deficit, the government shall discontinue providing subsidies, and move towards controlling the state expenses. This will have a positive impact on the fiscal position of the country. When the budget surplus occurs, the government needs to utilize that surplus to control the other economic deficits like trade deficit. The local currency has been adversely depreciated over a period of time due to higher external debt. It can be reduced by achieving self-sufficiency, by increasing the output level, strengthen the capital position of the country by encouraging the foreign investors and by stabilizing the interest rates in favor of the positive economic trend.
Further studies can be conducted where the fiscal policy can be analyzed through the performance of the key stakeholders' firms and financial institutions of the country.
Besides the impact of nationalization and privatization on fiscal policy can also be studied. The privatization is believed to be more productive and output levels are higher so how it will impact the fiscal policy process is also something that needs to be analyzed and researched. Fiscal policy can also be analyzed based on the performance of the equity market of the economy. That is to say, how the booming stock exchange impacts the fiscal policy process and vice versa. 
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